Introduction
The financial position of the corporate sector may influence the performance of the real economy and the stability of the financial system through its contribution to aggregate demand and its links to the banking system and capital markets. This paper analyses some measures of firms' financial health and assesses their impact on some real decisions of firms, bearing in mind that basing the assessment of the financial position of companies on an analysis of aggregate sectoral indices may, while being informative, occasionally cover up some vulnerabilities that only a study at a greater level of detail can reveal. In this sense, the implications for the financial strength of the Spanish corporate sector of the increasing debt ratios observed at an aggregate level (Graph 1) may differ depending on the distribution of indebtedness across firms. Therefore, in this paper the emphasis is placed on the analysis of disaggregated data on such financial indicators. For this purpose, itemised data from a sample of the non-financial firms reporting to the Bank of Spain Central Balance Sheet Data Office Annual Database for the period 1985-2001 are used.
Graph 1
Debt over gross revenue Adjustment by companies to changes in the financial pressure they face (for instance, as a result of a monetary policy shift) can potentially involve a wide range of activities, with the most prominent 1 This paper represents a follow-up of previous joint work with Andrew Benito, to whom we are very grateful. We also thank Juan Ayuso, Roberto Blanco, Jorge Martínez-Pagés, Fernando Restoy, Javier Vallés and participants in the BIS meeting and in the seminar held at the Bank of Spain for helpful comments, and the Central Balance Sheet Data Office of the Bank of Spain for providing the data. The views expressed are those of the authors and should not be attributed to the Bank of Spain.
relating to their investment decisions, human resources policies and financial policies. Benito and Hernando (2002) examine, making use of microeconometric methods (panel techniques), the sensitivity of a number of aspects of corporate behaviour (namely, investment in physical capital, employment, inventories and dividend policies) to changes in financial pressure. In this paper, using a similar methodological framework, we conduct a more in-depth study of the response of fixed investment and employment to a relatively broad set of indicators that are usually considered to characterise the financial position of firms. Among these, we include variables providing information on corporate profitability, financial burden and indebtedness (or leverage).
Additionally, we evaluate whether the impact of the financial position on business decisions is non-linear. In particular, our conjecture is that this relationship becomes relatively more intense when financial pressure exceeds a certain threshold. Furthermore, we analyse whether the relevant threshold differs depending on the real decision considered.
Finally, in the light of the estimated impacts of the different financial variables on firms' real decisions, we construct a composite indicator of financial pressure as a weighted average of these variables. Again, we investigate to what extent the weights attached to the different financial proxies differ for employment and for fixed investment.
The remainder of the paper is organised as follows. Section 2 provides a preliminary look at the descriptive information of the cross-sectional distribution of financial variables offering an overall assessment of financial pressure experienced by the Spanish corporate sector over the [1985] [1986] [1987] [1988] [1989] [1990] [1991] [1992] [1993] [1994] [1995] [1996] [1997] [1998] [1999] [2000] [2001] period. Section 3 describes the baseline specifications for fixed investment and employment, summarises the estimation method and presents the basic estimation results. Section 4 analyses whether the impact of the financial position on corporate decisions becomes relatively more intense when financial tightness exceeds a certain threshold, whilst Section 5 constructs composite indicators of financial pressure, in the light of the estimated impacts of the different financial variables on firms' real decisions. Section 6 concludes.
The financial position of the Spanish corporate sector: a preliminary look at firm-level data
The financial performance and financing decisions of firms as well as their responses to financial pressure are important to both a country's macroeconomic conditions and the stability of its financial system. Thus, for instance, excessive indebtedness may adversely affect investment spending or, in the face of an unexpected shock, prompt sharp portfolio switching. However, from the standpoint of identifying the risks to macroeconomic and financial stability, it should be borne in mind that the fragility of certain firms need not be offset by the soundness of others. Accordingly, the use of aggregate indicators to assess the financial position of the corporate sector and its impact on real activity may be inadequate and thus a study at a greater level of detail may be required. Indeed, the behaviour of the companies that are most exposed financially is, for these purposes, as relevant (if not more so) as the average behaviour of the sector. Against this background, the purpose of this section is twofold. First, we attempt to provide an overall picture of the financial position of Spanish non-financial companies and its evolution over the period considered. Second, we try to assess to what extent the real behaviour -more precisely, the demand for factors of production -of the more financially vulnerable firms differs from that of firms with an average financial position.
The data employed are derived from an annual survey of non-financial firms conducted by the Central Balance Sheet Data Office of the Bank of Spain (Bank of Spain (2002)). This is a large-scale survey used extensively by the Bank in forming its assessment of the Spanish corporate sector. In terms of gross value added, the survey respondents jointly represent around 35% of the total gross value added of the non-financial corporate sector in Spain, and the pattern of evolution of the aggregate values for the main variables used here (employment, investment) is quite similar to that observed in the whole economy. This paper employs data for the period 1985-2001, for which the coverage of the survey has been relatively stable. Data are only used when there are at least five consecutive timeseries observations per company. This produces an unbalanced sample of 7,547 non-financial companies and 70,625 observations with between five and 17 annual observations per company (see Data appendix). This section presents, in primarily graphical form, preliminary data analysis of the sample of Spanish non-financial firms. This analysis first illustrates variation in the cross-sectional distributions of financial and real variables and how these distributions have varied over time. Then, a comparison is made of the behaviour of investment and labour demand for various sets of firms defined in terms of their financial position, using alternative indicators to proxy the degree of financial tightness of the companies.
First, we consider a narrow definition of the debt service burden that is defined as the ratio of interest payments on debt to the company's gross revenue (interest debt burden). The cross-sectional distribution of this variable and how it varies over time is shown in Graph 2.1. Different percentiles (ie the 25th, 50th, 75th and 90th) in the cross-sectional distribution in each year are displayed. The experience of the median company (the 50th percentile) is indicative of the typical Spanish company in each year, whilst the higher percentiles indicate the experience of those companies facing more intense financial pressure. Consider the median company (the 50th percentile) first. Its interest 2 See Data appendix for more precise definitions of the variables used in the paper.
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Nominal short-term interest rates in Spain were in the range of 12-16% (annual averages) in the period from 1985 to 1990, from which point they were reduced steadily to reach 4% by 2000, with Spain being one of the economies adopting the euro on 1 January 1999.
payments relative to gross operating profit fell during the mid-1980s but then began to increase at the end of the 1980s before again declining as growth resumed following the recession of the early 1990s. Variation in this ratio reflects a combination of variation in interest rates, company profitability and indebtedness. The variable peaked in 1993, from which point it has declined steadily. An important finding from Graph 2.1 is that as interest rates have fallen from the mid-1990s, the implied reduction in financial pressure has been felt throughout the cross-sectional distribution of firms in Spain and, indeed, is strongest for the more financially vulnerable. At the 75th percentile of the distribution, the interest debt burden fell from 0.66 in 1993 to 0.25 in 2001. This is a positive development for financial stability associated with the corporate sector in Spain. It also contrasts with the experience during the recession, at its deepest in 1993, when the financial pressure on the most vulnerable companies increased relative to the more typical companies suggesting that aggregate data on debt burdens at the time understated the vulnerability of the most fragile companies and hence of the system as a whole.
Graph 2 A very similar pattern emerges when considering a broader measure of the debt service burden as a proportion of gross revenue that includes not only interest payments but also the stock of short-term debt. As can be seen from Graph 2.2, where the cross-sectional distribution of the total debt burden is displayed, the highest variation in this ratio is experienced by the most vulnerable companies, ie those in the upper decile of this distribution.
Percentiles of distributions of financial variables
The cross-sectional distribution of corporate indebtedness, defined as the ratio of total outstanding debt to total assets, is illustrated in Graph 2.3. Similarly, Graph 2.4 depicts the cross-sectional distribution of net indebtedness. Both graphs show a remarkable stability in the cross-sectional distribution of indebtedness of firms. It should be noted that stability in the company-level cross-sectional distribution can be consistent with aggregate movements in a variable and in variation for individual companies. For instance, the aggregate data corresponding to those in Graph 2.4 indicate an increase in indebtedness from 32.4% in 1997 to 38.6% by 2001. This is explained by large firms increasing their debt levels. The stability of the cross-sectional distribution of indebtedness among Spanish firms also contrasts with findings for UK quoted firms, where a marked increase in dispersion in recent years has been found (Benito and Vlieghe (2000) ).
Graphs 2.5 and 2.6 illustrate two measures of profitability: gross revenue and cash flow, in both cases divided by total assets. Two key observations arise from these graphs. First, profitability is clearly procyclical as we would expect. At the median, gross revenue (cash flow) over total assets declined from 21.9% (13.5%) in 1988 to 13.9% (7.1%) in 1993, from which point it has since recovered steadily, reaching 15.2% (10.3%) in 2001. Second, the experience of the median firm understates variation at the upper tail of the cross-sectional distribution, and in the case of the cash flow measure also at the lower tail. For financial stability issues it is the lower tail that is more relevant and here (ie at the 10th percentile) cash flow over total assets fell from 1.7% in 1988 to -7.5% in 1993.
The cross-sectional distributions of fixed investment and employment growth are also considered, in Graphs 2.7 and 2.8, respectively. Investment is procyclical as expected. In particular, it declines in the recession of 1993 and especially so at the top of the cross-sectional distribution, namely at the 90th percentile. Employment growth at the median firm varies relatively little during the sample period, but becomes negative for the only time during the period in 1993. This disguises more significant variation at both the upper and lower tails of the distribution, which show even stronger declines in the recession of 1993 coinciding with increases in the financial pressure of borrowing costs, as shown above.
This descriptive analysis has shown that there is substantial cross-sectional variation in the distribution of Spanish firms for each of the variables examined. To the extent that real behaviour differs across companies facing different degrees of financial pressure, the assessment of the financial position of the corporate sector should ideally adopt a disaggregated perspective. To emphasise the relevance of this issue, in what follows we illustrate how investment in physical capital and labour demand differ across companies with different financial positions. For this purpose, Graph 3 compares the average level of both real variables in different corporate groupings defined on the basis of their financial position, proxied by alternative indicators. Each panel of the graph presents the average value of a real variable (the investment rate or the growth rate of employment) for the firms belonging to three different deciles of the distribution defined in terms of a financial indicator (the interest debt burden, the total debt burden, the debt ratio or gross revenue over total assets). The median decile (that including the firms between percentiles 45 and 55) can be regarded as representative of the behaviour of a firm in an average financial position. Analogously, the top (bottom) decile includes the 10% of firms with the highest (lowest) value of the corresponding financial indicator.
First, Graphs 3.1 and 3.2 compare the behaviour of firms facing different degrees of financial pressure, this being proxied by means of a measure of the relative burden of debt (or, in other words, of the firms' capacity to meet interest payments), ie our interest debt burden (idb) variable, which is defined as the ratio of interest payments to gross revenue. This variable, being the net result of changes in interest rates, in corporate profitability and in corporate debt, is a relevant indicator of the financial pressure firms may be facing. In Graphs 3.1 and 3.2, no marked differences in demand for factors of production are observed between the firms with lowest financial pressure and those with average financial pressure. However, firms with a higher financial burden in relation to their capacity to generate funds from operations have substantially lower investment and employment growth rates. Moreover, in the case of employment, this difference seems more marked in recessionary phases. According to Graphs 3.3 and 3.4, similar conclusions can be drawn when the comparison is established in terms of our total debt burden variable (tdb). Thus, those companies facing a higher total financial burden display substantially lower investment and employment growth rates. Differences are less marked between the firms with the lowest total financial burden and those subject to average financial pressure, especially in the case of employment growth.
Interestingly, the pattern of results changes when the level of indebtedness is used as the indicator of financial tightness. Thus, in Graph 3.5, the observed relationship between the investment rate and the debt ratio is not monotonic. Similarly, no significant differences in employment growth are observed among the three deciles considered (Graph 3.6). This absence of a clear relationship between the debt level and the level of activity at the company level may be interpreted as the consequence of two opposite effects. On the one hand, firms with high indebtedness may experience difficulties in gaining access to additional credit to finance new investment projects, but on the other hand, those companies with higher levels of investment and employment growth are those that have been successful in attracting external funds to take advantage of their growth opportunities.
Finally, Graphs 3.7 and 3.8 show a clear link between the level of profitability and the demand for factors of production. Firms with higher levels of gross revenue over total assets have substantially higher investment and employment growth rates.
Overall, the evidence in this section suggests: first, that there is a substantial dispersion in the distribution of Spanish firms in terms of several indicators of the degree of financial tightness they face; second, that financial position affects business activity; and third, that this impact is not linear and becomes relatively more intense when financial pressure exceeds a certain threshold.
The impact of financial variables on firms' real decisions
The estimation analysis in this section considers the responsiveness of fixed investment and employment to changes in the financial conditions facing a company, proxied by a set of financial variables. These variables include indicators providing information on corporate profitability, indebtedness (or leverage) and relative burden of debt and try to capture the degree of financial pressure firms may be facing. More precisely, the financial variables considered are: two measures of the debt service burden, tdb and idb, two measures capturing the indebtedness of the company, (B/A) and ((B -m)/A), and two measures of corporate profitability, (GR/A) and (CF/A). Finally, we also consider an indicator of the probability of default that has been constructed using the estimated coefficients of a probit model for the probability of default estimated by Benito et al (2003) for a similar sample of Spanish non-financial firms.
Baseline specifications
The model estimated for fixed investment is an error correction model which specifies a target level for the capital stock and allows for flexible specification of short-run investment dynamics, in which we add different financial indicators as potential explanatory variables. The error correction model is standard in the investment literature. As is emphasised in Bond et al (1999) , this type of model tends to produce more reasonable parameters than more structural models, such as Q models, which may be significantly affected by measurement error. 4 Assuming long-run constant returns to scale, subsuming the depreciation rate into the unobserved firm-specific effects and assuming that variation in the user cost of capital can be controlled for by including both time-specific and firm-specific effects, the following specification for the investment rate can be obtained:
where i indexes companies i = 1... N and t indexes years t = 1… T. ∆ denotes a first difference, I/K is the investment rate, y is the log of real sales, k is the log of real fixed capital stock, α i are company-specific fixed effects, and X represents a vector of financial variables. θ t are time effects that control for macroeconomic influences on fixed investment common across companies and ε it is a serially uncorrelated, but possibly heteroskedastic error term. The coefficients β 2 and β 3 indicate the short-run responsiveness of fixed investment to sales growth, whilst the coefficient β 4 indicates the speed of adjustment of the capital stock towards its desired level.
The labour demand equation, derived by Nickell and Nicolitsas (1999) from a quadratic adjustment cost model which then adds financial factors, takes the following form:
where i indexes companies i = 1,2… N and t indexes years t = 1,2… T. n is (log) average company employment during the year, w is the (log) average real wage at the company, k denotes (log) real 4 In any case, a Q model is not possible here, since most of the Spanish firms are not quoted and thus the usual Q variable cannot be constructed.
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See Bond et al (1999) or Bond et al (2003) for details on the derivation of the investment model. fixed capital stock. ξ is a demand shock proxy which consists of the growth in log real sales, and ψ t represent a set of common time effects (year dummies) which will control for aggregate effects including aggregate demand. 6 µ it is a serially uncorrelated but possibly heteroskedastic error term.
Two elements in equation (2) depart from what is considered a standard specification for labour demand. First, financial factors, represented by the regressors X it , are included. Despite the extensive literature considering a potential role for financial conditions in shaping fixed investment (see Hubbard (1998) ), there are few studies which allow for such a role in the context of labour demand models.
7 Second, the model includes a demand shock variable, ξ it , following Bentolila and Saint-Paul (1992).
Estimation method
The estimation method consists of the GMM-System estimator proposed by Arellano and Bover (1995) and examined in detail by Blundell and Bond (1998) . These models control for fixed effects with the estimator being an extension of the GMM estimator of Arellano and Bond (1991) estimating equations in levels as well as in first differences.
Apart from the bias that would arise if fixed effects were not controlled for, it is also necessary to note that most current firm-specific variables are endogenous. In order to avoid the bias associated with this endogeneity problem, we use a GMM estimator taking lags of the dependent and explanatory variables as instruments.
The use of a GMM-System estimator is justified because where there is persistence in the data such that the lagged levels of a variable are not highly correlated with the first difference, estimating the levels equations with a lagged difference term as an instrument offers significant gains, countering the bias associated with weak instruments (see Blundell and Bond (1998) ). Several variables display high levels of serial correlation. The estimation method requires the absence of second-order serial correlation in the first-differenced residuals for which the test of Arellano and Bond (1991) is presented (labelled M 2 ). If the underlying model's residuals are indeed white noise then first-order serial correlation should be expected in the first-differenced residuals for which we also present the test of Arellano and Bond (1991) , labelled M 1 . We also report the results of the Sargan test for instrument validity in the GMM-System equations. Table 2 reports estimation results for fixed investment. Column 1 reports the results of the basic specification without financial variables. We generally find insignificant levels of persistence in company-level investment, a result quite consistent with results reported by Bond et al (2003) . The error correction term (k -y) it-2 is correctly signed and statistically significant with coefficient (robust standard error) of -0.175 (0.022) implying a reasonable speed of adjustment, comparable to that obtained in similar studies. The sales growth terms are positive and significant and their magnitude is in the upper range of the values usually obtained in the literature. We find the expected first-order serial correlation in our first-differenced residuals, while there is no evidence of second-order serial correlation, the key requirement for validity of our instrumentation strategy, and the Sargan test statistics are insignificant at conventional levels. 8 We then consider adding the financial variables to the basic specification. Columns 2 to 8 of Table 2 report the estimates of the basic specification augmented with one financial variable at a time. First, columns 2 and 3 add debt variables to the standard specification. The expected negative coefficient is obtained although it is only at the margin of significance (p-value = 0.15) in the case of the B/A it-1 term.
Basic results

6
The demand shock variable is not considered in the analysis of Nickell and Nicolitsas (1999) , but it was included in a similar specification by Bentolila and Saint-Paul (1992) .
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Some exceptions are Nickell and Wadhwani (1991) , Nickell and Nicolitsas (1999) and Ogawa (2003) .
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In our preferred estimates (those reported in the tables) we selected the instrument set such that the Sargan test statistic reported was not significant at conventional levels, although these estimates proved very similar to those where the instrument set included instruments dated t -2 to t -6 in the first-differenced equation and t -1 in the levels equation. Note: Estimation by GMM-System estimator using the robust one-step method (Arellano and Bond (1998) . Blundell and Bond (1998) ). Sargan is a Sargan test of over-identifying restrictions (p-value reported), with a chi-square distribution under the null of instrument validity. M j is a test of jth-order serial correlation in the first-differenced residuals (p-values reported). These are both distributed as standard normals under the null hypotheses. Asymptotic robust standard errors reported in parentheses. Instruments: in the first-differences equation, the following lagged values of the regressors: ∆y, B/A, GR/A, CF/A(t − 4, t − 5), (k − y) (t − 5, t − 6) (B − m)/A(t − 2 to t − 5), idb, tdb, pd(t − 3 to t -5); in the levels equations, the first differences of the regressors dated as These estimates, in particular that including the net indebtedness term ((B -m)/A) it-1 , 9 suggest that a high level of debt can lead to balance sheet adjustment in the form of companies deferring or forgoing investment projects (see also Vermeulen (2002) for an industry-level study). Second, in columns 4 and 5 two indicators of the relative debt service burden are included. For both variables (the interest debt burden term idb it-1 in column 4 and the total debt burden tdb it-1 in column 5) a significantly negative and well determined effect is found. This suggests that the financial pressure of debt servicing plays an important role in influencing investment levels of firms. Third, the estimates in columns 6 and 7 include two indicators of corporate profitability. In both cases, (GR/A) it-1 in column 6 and (CF/A) it-1 in column 7, the coefficients are significantly positive, which is consistent with studies of investment for other countries. As has been extensively discussed in the literature on investment and financial constraints, the cash flow terms might be either picking up the relevance of internal finance for investment or acting as a proxy for investment opportunities. Finally, the results reported in column 8 show that the indicator for the probability of default, pd it-1 , displays the expected negative and statistically significant effect on investment.
10 As this indicator is a composite measure based on several financial indicators, each of them weighted by its influence on the probability of default, its estimated coefficient in the investment equation reflects the impact of the financial situation on corporate investment through its incidence on the probability of default.
Nevertheless, the relative importance of different financial variables in explaining the probability of default or the probability of failure might differ from their relative contribution to explaining real decisions of companies. Thus, in order to get a more precise picture of the global impact of financial conditions on corporate behaviour, it is worth directly and simultaneously including several financial indicators in the estimated equations. Thus, it is possible to ascertain which specific financial features (indebtedness, profitability, financial burden ...) are more relevant for each specific corporate decision. However, the close links between the different financial indicators imply that few indicators are likely to turn out to be simultaneously significant. As a consequence, the interpretation of the results of this exercise is not a trivial task. Table 3 reports the estimates of specifications of the investment equation, simultaneously including several financial variables. As can be seen from the tables, those variables measuring the burden of servicing debt, both tdb and idb, remain significant in all specifications and their coefficients are quite robust. As regards the indicators of indebtedness, the gross measure (B/A) is never significant. In the case of the net debt term ((B -m)/A), it retains its significance in most cases. However, a notable decline in the point estimate of its coefficient is observed when a profitability indicator is included. Finally, the coefficients for the corporate profitability terms remain significant in all specifications although their point estimate is lower whenever the net debt term is included in the specification.
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Our first set of estimation results for the employment equation is presented in Table 4 . Column 1 reports the results of the basic specification without financial variables whereas columns 2 to 8 report the results obtained when a financial variable is added to the specification. These results show the importance that financial factors have in explaining labour demand. The results in columns 2 and 3 show that debt has a negative (although non-significant) impact on labour demand. However, when considering the two indicators of the relative burden of debt, both of them have a negative and highly significant impact on labour demand. The results of the estimation when an indicator of profitability is included are reported in columns 6 and 7, and show a positive and significant impact of the profitability indicator on employment demand, for a 95% confidence level. Finally, as in the case of the investment equation, a negative and significant coefficient is found for the indicator of the probability of default, pd it-1 .
9
By including this indicator we want to analyse whether debt is important once adjusted for liquidity. An indicator of liquidity (liquid assets divided by short-term debt) turned out to be insignificant when included in both the investment and the employment equations.
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The estimate for this variable should be viewed with some caution since the reported standard errors do not take into account that it is an estimated regressor. Table 5 shows the results obtained when more than one financial variable is included in the estimation. As can be seen in columns 1 and 4 for debt and 2 and 5 for net indebtedness, both indicators are also non-significant when they are combined with another financial variable. In contrast, indicators of debt burden maintain their significance when they are included in the estimation with an indebtedness or profitability measure. The same applies to profitability indicators: they remain significant when they are combined with another indicator. Finally, columns 7 and 8 show that when three financial indicators are included in the regression (one for indebtedness, another for debt burden and the third one for profitability) the first is no longer significant, as was also the case when it was combined with only one additional indicator, whereas the indicators of debt burden remain significant at a 95% confidence level and the profitability terms are also significant although their point estimates are somewhat reduced.
Non-linear effects
The evidence presented in Section 2 shows that firms with a weaker financial situation -ie those firms belonging to the decile of the distribution characterised by the highest values of alternative proxies of financial pressure -have substantially lower investment and employment growth rates. However, in general, no significant differences in demand for factors of production are observed between the firms with least financial tightness and those with an average financial pressure. This evidence suggests that the relationship between the real activity of firms and their financial position is non-linear. Moreover, it seems reasonable that there will be a more pronounced impact of this position on real activity once the financial pressure reaches a certain threshold. In this section, we provide a more formal analysis of this hypothesis. For this purpose, we estimate the investment and labour demand equations described in Section 3, but now allowing for a differential impact of financial conditions depending on the relative level of the corresponding financial indicator. As in Tables 2 and 4 we estimate the investment and employment models considering one financial indicator at a time. In each regression, we test whether the companies facing high financial pressure -ie those firms in the upper decile (or quartile) of the distribution defined in terms of the corresponding financial indicator -are more sensitive to the financial conditions. More precisely, we estimate the following specifications: are dummy variables for observations below the 10th percentile, between the 10th and 25th percentiles, and above the 25th percentile. In these cases, the lower the percentile, the lower the profitability, and the higher, a priori, the degree of financial tightness. Table 6 reports the results obtained for investment when non-linearities are considered. As can be seen, debt is not significant in either of the groups, although the comparison of the magnitude of the coefficients for the three groups shows that it goes in the expected direction (negative coefficient and higher, in absolute value, for those companies with higher indebtedness). When we consider net indebtedness instead of debt, we obtain evidence in favour of the existence of differences in the impact of this variable on investment, depending on its magnitude: net indebtedness is irrelevant for firms with moderate levels of net indebtedness (below the 75th percentile), whereas for those firms above this threshold it has a negative and significant impact both for the group between the 75th and 90th percentiles and for the group in the upper decile. When indicators of debt burden are considered, results strongly support the existence of non-linearities: both indicators are significant for firms above the 90th percentile, whereas for firms between the 75th and the 90th percentile total debt burden is found to be insignificant and interest debt burden is only at the margin of significance (p-value = 0.09). For firms below the 75th percentile, neither of these indicators has a significant impact on investment.
Results
As for profitability indicators, a positive and significant coefficient is obtained for those firms with higher profitability (those above the 25th percentile). However, the coefficients for these variables are rather imprecisely estimated for the other two groupings. As expected, we obtain a higher coefficient for those companies in the lower tail of the distribution (a priori those facing higher financial pressure). However, this coefficient is only significant for (CF/A).
Ideally, we would like to allow for non-linearities in the effects of more than one financial variable at a time. However, when simultaneously including different financial variables in a non-linear fashion, there is a sharp drop of significance in the interaction terms. For this reason, we opted for a mixed strategy by including one financial variable in a non-linear way and the rest of the financial variables linearly. Using this approach, the results of our preferred specification are reported in the last column of Table 6 . In this specification, a linear effect is allowed for gross revenue over total assets and for net debt, while total debt burden enters in a non-linear way. We find, as expected, a positive coefficient for (GR/A) and a negative one for net debt. 12 Finally, a negative impact of total debt burden is only found for firms that are in the upper tail of the distribution.
Results for employment are shown in Table 7 , and corroborate the existence of a non-linear impact of financial variables on firms' real decisions. We find, however, some differences with respect to investment: both indicators of indebtedness and debt burden are significant for firms in the upper decile of the distribution, for a 99% confidence level, but for firms between the 75th and 90th percentile only indicators of interest debt burden have a significant impact on employment. When profitability is considered, lower and upper bounds are found to be significant and, as was also the case for investment, the coefficient estimated for the lower decile is higher than that estimated for firms with higher profitability (above the 25th percentile). As in the case of investment, we also adopted a mixed strategy in the specification of the financial variables in the employment equation. The results of our preferred specification are reported in the last column of Table 7 . In this specification, a linear effect is allowed for gross revenue over total assets while total debt burden enters in a non-linear way. A positive and significant coefficient is found for the profitability term and a negative and significant one for total debt burden only for firms that are above the 90th percentile.
Overall, these results corroborate the descriptive evidence in Section 2 and point to the existence of threshold effects on the impact of financial variables on investment and employment. 13 The specific threshold and the different sensitivities to the financial position seem to depend on the particular financial variable considered.
Composite indicators of financial pressure
In Section 3, we obtained evidence in favour of the existence of a significant impact of financial variables on the demand for factors of production. The results in Section 4 suggest that this impact is more pronounced for the upper tail of the distributions defined in terms of the proxies for financial pressure. Now, in this section, we wish to construct synthetic indicators that summarise the non-linear influence that financing conditions have on investment and employment. Moreover, on the basis of these composite indicators we wish to assess how the impact of financial conditions has evolved over time with a special emphasis on the distribution across companies of this impact. For this purpose, we compute linear combinations of alternative sets of financial variables, where the relative weights are given by the estimated coefficients in the investment and the employment equations.
12
Profitability and net debt enter linearly in the specification, although in the table we present the coefficient for each of the three groups (which is equal for all of them) separately.
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Although the results clearly support this conclusion, it has to be mentioned that the results reported in this section are more sensitive to the set of instruments used than those obtained for the linear specifications presented in the previous section. Thus, a financial conditions indicator for investment (FCII) can be defined as follows:
where k γ is the estimated coefficient for financial variable X k in the investment equation. Analogously, a financial conditions indicator for employment takes the following form:
where k η is the estimated coefficient for financial variable X k in the employment equation. These indicators measure the contributions of the financial variables in the investment and employment equations. As the sign of these contributions is changed, the higher the indicator, the tighter the financial conditions faced by companies, ie the larger the negative impact of financial conditions on investment or employment. Since we have allowed for a non-linear impact of financial variables, the differences in the indicator across firms will reflect not only differences in the financial position but also differences in the sensitivity of the real variables to this position.
Our starting point is to construct financial conditions indicators for investment and employment on the basis of the estimated coefficients of our preferred models in the previous section. In particular, our benchmark models are those in column 7 of Table 6 for fixed investment and column 7 of Table 7 for employment. Both models allow for a non-linear effect of the total debt burden tdb it-1 , while restricting the impact of the gross revenue term (GR/A) to be linear. In addition, the investment model also includes a linear net debt term ((B -m)/A).
In order to ascertain the relevance of financial variables for companies in different financial positions, it is useful to focus on different percentiles of the distribution of these indicators. More precisely, we present the evolution of the median value of these indicators as representative of the average financial pressure faced by the companies in our sample. We also show the evolution of the 90th percentile, to assess the time profile of the vulnerability of the companies facing high financial pressure. Finally, we report the weighted average as an aggregate indicator of the position of the corporate sector as a whole. The weight for each firm in this indicator will be given by its contribution to total (aggregate) fixed assets, in the case of investment, or to total employment, in the case of employment. 
FCIE
Graph 4 displays the different percentiles and the weighted average of the indicators for the impact of financing conditions on investment and employment. In the case of fixed investment (Graph 4, upper panel), the different percentiles and the weighted average display a similar countercyclical pattern. According to the median FCII, the second half of the 1980s was characterised by a relaxation of financial conditions which was mostly explained by the reduction in corporate debt in a period of high nominal interest rates and, to a lesser extent, by a certain recovery in corporate profitability. In the early 1990s, this indicator shows a tightening of financial conditions as a result of an intense deterioration of corporate profitability.
14 After reaching a peak in 1993, the median FCII declined continuously until 1998, owing to the reduction in the level of debt. In this period, there is also a modest improvement in corporate profitability. Finally, the median FCII displays a slight increase in the last three years of the sample owing to a slight reduction in corporate profits.
14 Interestingly, if we consider FCIIs derived from models excluding measures of profitability (for instance, the models in columns 2 and 5 of Table 3), the tightening of financial conditions during the cyclical downturn of the early 1990s is less severe.
Graph 4
Composite indicators of the impact of financial conditions
The comparison of the median and the weighted average FCII shows that the weighted average presents higher values for the entire period, implying that the financial position for those firms that are more relevant for investment is weaker than that of the median. Furthermore, in some periods a different evolution pattern is observed for the representative (median) firm and the weighted average. For instance, the significant tightening in financial conditions observed in 2001 for the weighted average is not so clearly seen in the median, which displays a more stable evolution in the last part of the sample.
Again, the comparison of the median FCII with the higher percentiles reveals that it is in the recessions, especially in the cyclical trough of 1993, when the impact of the financing conditions on investment increased relatively more for the most vulnerable companies than for companies with an 15 It is also worth noting that the observed increase in the median in the last years of the sample is not observed for the firms in the upper decile of the distribution.
In the case of employment (Graph 4, lower panel), our preferred financial indicator is a weighted average of the total debt burden and the gross revenue term. As previously mentioned, a non-linear effect is allowed for the total debt burden term and the debt variables are no longer significant once additional financial indicators are included in the equation. The profile of the different percentiles of the FCIE is quite similar to that of the FCII. First, the different percentiles display a countercyclical pattern and second, this pattern is more evident in the case of the highest percentile. Again, the median indicator is not a good proxy of the position of the sector as a whole, although in this case the difference between the median and weighted average indicator diminishes in the last part of the sample. In fact, the median exceeds the weighted average in the last part of the sample period (after 1998), something that is not seen in the FCII. The tightening in financial conditions observed in 2001 for the weighted average FCII is also seen in the FCIE.
Finally, for the sake of comparison, we show in Graph 5 the indicator of financial fragility based on the model of Benito et al (2003) for the probability of default. As in the case of our indicators of the impact of financial conditions, we display the median, the 90th percentile and the weighted average. In this case, the weights are given by total assets of the firm with respect to the aggregate level of assets. The cyclical profile of the different percentiles of the distribution of this indicator is quite similar to those reported in Graph 4. The weighted average value of the indicator has a range of 0.008 to 0.028 while the 90th percentile varies between 0.012 and 0.057. There is a slight difference regarding the timing of the most recent deterioration in financial conditions. This financial stability indicator dates it to 1998, while according to our indicators it is only in 2001 that we observe a tightening in financing conditions.
Graph 5
Financial fragility indicator
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As expected, the value of the 90th percentile of the indicator based on a non-linear specification is higher, over the whole sample period, than the value of the 90th percentile of an indicator constructed with the same variables but without considering non-linearities. And, interestingly, it is in the recession when this difference is larger. For the weighted average indicator, a linear specification also yields a degree of fragility persistently lower than that reported here, including non-linearities. Overall, this evidence shows the relevance of using firm-level data when analysing the evolution of the financial position and suggests that financing conditions do not affect all companies equally. A tightening of financial conditions will have a significantly greater effect on the real decisions of those firms with lower financial soundness. This is particularly relevant in episodes where the financial pressure on a significant number of firms breaches the threshold at which it has a more intense influence on business activity. In these episodes, indicators based on aggregate data may not reliably reflect the system's financial soundness since they do not adequately reflect the deterioration of the financial position of the more vulnerable companies.
Conclusions
This paper has aimed to assess the impact of financial conditions on firms' real decisions, using a large-scale company-level panel data set for the period 1985-2001. The analysis has focused on the behaviour of fixed investment and employment, which are conceivably two of the most important aspects of adjustment by firms in response to changes in financial conditions. Within the general topic of the relationship between financial conditions and real activity, we have addressed three specific issues: first, the assessment of the relative importance of different financial variables in explaining the real decisions of firms; second, the analysis of the non-linearity in the relationship between financial proxies and real variables; and, finally, the construction of a synthetic indicator to capture the impact of financing conditions on investment (and, alternatively, on employment).
Our results strongly indicate that financial position is important in explaining corporate decisions on fixed investment and employment. Several financial indicators turn out to be significant in the estimated equations. In particular, measures of the debt service burden (both including and excluding the stock of short-term debt) remain significant when additional financial indicators are incorporated and their coefficients are quite robust. As regards the indicators of corporate profitability, they are significant in all specifications, although their point estimates depend on the additional financial variables included in the specification. Finally, the evidence for the indicators of indebtedness is less conclusive. In the investment equation the net debt term is significant in most cases. In the employment equation, the debt terms are never significant in the linear specifications but they are significant for the upper decile of the distribution when considering non-linear specifications.
We have found evidence in favour of the hypothesis of a non-linear relationship between financial conditions and real activity. At a purely descriptive level, we have shown that the group of firms facing a higher degree of financial pressure, which we identify as those in the upper decile of the cross-sectional distribution of firms defined in terms of alternative financial indicators, have substantially lower investment and employment growth rates. The regression analysis corroborates this result: the sensitivity of investment and employment to financial conditions is substantially larger for those firms in the upper quartile (or decile) of the distribution defined in terms of the corresponding financial indicator. Moreover, in some specifications, the financial variable is not significant for the companies facing a moderate (or low) degree of financial tightness. Overall, this evidence suggests that the real impact of financial conditions is non-linear and becomes relatively more intense when financial pressure exceeds a certain threshold. As a consequence, from the standpoint of identifying the risks to macroeconomic and financial stability, the use of firm-level data seems to be particularly relevant in episodes where the financial pressure on a significant number of firms reaches levels at which it has a more pronounced influence on real activity. In these episodes, indicators based on aggregate data may not reliably reflect the system's financial soundness since they do not adequately reflect the vulnerability of the most fragile companies. In addition, the analysis of our composite indicators constructed at the firm level reveals that neither the level nor the evolution of the financial pressure experienced by the representative (median) firm is a good measure of the financial pressure faced by the corporate sector. In fact, in the last year of our sample (2001) the observed increase in our median indicators is much lower than that observed for the weighted average.
As regards the most recent data, our composite indicators for the impact of financial conditions on investment and employment remain at moderate levels, in historical terms. At an aggregate level, Spanish firms have shown an increase in debt ratios, although this has not been translated into a higher debt service burden due to the declining path of interest rates. Thus, the financial position of the corporate sector will not foreseeably represent, on average, a significant obstacle to the recovery in investment and employment. Moreover, a more disaggregated analysis shows that, in the most recent period, the increase in debt ratios for those firms in a weaker financial position (which are, according to our results, the most sensitive to changes in their financial position) has been lower than that observed in the aggregate. Furthermore, the available information for 2003 reveals that the companies with the highest indebtedness have indeed experienced reductions in their debt ratios. Nonetheless, the high level of debt at some of these firms suggests that their scope to obtain additional external funds is now lower and that their exposure to potential shocks is higher. Additionally, our analysis has shown that financial conditions for those firms that are more relevant for investment and, to a lesser extent, for employment, are tighter than those for the median (representative) firm and therefore these companies may be more influenced by disturbances affecting their financial position. Investment (I)
Data appendix
Purchase of new fixed assets.
Capital stock (K)
Fixed assets at replacement cost (calculated by the Central Balance Sheet Data Office (CBSO) of the Bank of Spain). When introduced in real terms, K is deflated by the Gross Fixed Capital Formation deflator.
Total assets (A)
This is given by the sum of fixed assets at replacement cost K and working capital less provisions.
Employment (N)
The number of employees during the year.
Real sales (S)
Total company sales, deflated by the GDP deflator.
Wages (W)
The average company wage is given by direct employment costs (not including social security contributions) divided by the employment headcount and deflated by the GDP deflator.
Gross revenue over total assets (GR/A)
Gross operating profit plus financial revenue divided by total assets.
Debt (B/A)
Total outstanding debt divided by total assets.
Debt over gross revenue (B/GR)
Total outstanding debt divided by gross revenue, GR.
Net debt ((B -m)/A)
Total outstanding debt less cash and its equivalents divided by total assets.
Interest debt burden (idb)
Interest payments divided by gross revenue.
Total debt burden (tdb)
Interest payments plus short-term debt over gross revenue.
Cash flow (CF/A)
Post-tax profit plus depreciation of fixed assets divided by total assets.
Probability of default (pd)
Based on Benito et al (2003) , this indicator is obtained from the estimation of a probit model which has as explanatory variables real sales, debt, interest debt burden, short-term debt without cost over total debt, profitability, liquidity, a dummy indicating if the firm pays dividends and the growth rate of gross domestic product.
For interest debt burden and total debt burden, where companies have a negative or zero value for the denominator and a positive value for the numerator the ratio is set equal to the value of the 99th percentile that year; where the numerator is zero, the ratio is set equal to zero, for any value of the denominator. Additionally, for all the variables used as regressors (except those that enter in levels), when the value is higher than the 99th percentile, it is changed for the value of this percentile.
